Dividend omissions are almost always viewed as bad news by investors, with the vast majority of omission announcements producing a negative stock price reaction (Dielman and Openheimer (1984) , Healy and Palepu (1988) ). But are dividend omissions necessarily signals of poor future performance? While omissions do usually occur after a period of poor performance during which the firm incurs operating losses (De Angelo, De Angelo and Skinner, 1992) , this does not, of course, imply that the firm should continue to under-perform following the omission. In fact, the omission itself may be the necessary "bitter medicine" that a firm takes in order to heal itself of its operating and financial malaise.
1 In these cases, the performance of the firm should improve rather than deteriorate following the omission. In fact, Lie (2004) finds that "earnings deteriorate during the quarter of dividend omissions, but they recover within a couple of quarters." 2 In this paper, we study this issue of "good" omissions and "bad" omissions,
i.e., those that lead to a turnaround in performance and those that signal continued poor performance.
In a sample of 445 dividend omissions, we find that nearly 35 % of omissions fall in the "good" category. These omissions are followed by a significant improvement in operating performance and in many cases, a resumption in dividend payments within the next five years. The fraction of omissions that are good is surprisingly high, considering that over 80% of omission announcements produce a negative stock price reaction.
Moreover, the market reaction to good omissions is very similar to that for bad omissions -the mean and median abnormal returns for the 3-day window centered on the announcement are not statistically different between the two categories. Thus, the stock market does not identify whether an omission is good or bad at the time of the announcement.
We then examine the factors determining whether an omission is good or bad.
Consistent with the evidence on the similarity of the announcement effects of good and bad omissions, we find that firms in the two categories are similar in terms of profitability (ROA) and growth rate (of sales) in the three years prior to the year of omission. In the year of the omission and the three years succeeding it, we find that good omitters have stronger fundamentals than bad omitters in terms of higher profitability (ROA) and lower debt overhang. We measure debt overhang in two ways. The first measure is industry adjusted leverage, which is the difference between actual firm leverage and the industry median leverage. The second measure is the leverage gap, which is the difference between actual firm leverage and its target leverage. Target leverage is estimated according to Kayhan and Titman (2004) and is the predicted leverage based on a tobit regression of a firm's debt ratio on variables that are known to affect capital structure, such as firm size, profitability, asset tangibility and growth opportunities. We find that the debt overhang of dividend omitters is mostly positive and significant in the years surrounding the omission. We find that not only do good omitters have relatively lower levels of debt overhang, but they also take significant steps to reduce their debt overhang around the time of the omission. Good omitters move away from the "brink" after the omission, while bad omitters continue to be financially constrained even after the omission.
Finally, we perform logit regressions of the type of omission (good or bad) on key contemporary explanatory variables, namely, size, profitability (ROA), sales growth, capital expenditures, debt overhang and the dividend premium of Baker and Wurgler (2004) . Consistent with the aforementioned results, we find two key determinants of whether an omission is good or bad. First, we find that good omitters have stronger fundamentals at the time of omission -they have higher profitability and lower levels of debt overhang. These results suggest good omitters utilize the cash saved by the omission to reduce their (already low) overhang while bad omitters have persistent debt overhang and continue to perform poorly after the omission. Second, we also find that an omission is more likely to be good if it occurred when market sentiment for dividend paying firms was high, i.e. the firm was penalized by the market more heavily as a consequence of the dividend omission. We posit that good omitters are firms that recognize the urgency of taking the "bitter medicine" in order to heal itself of its operating and financial malaise.
The remainder of the paper is organized as follows: Section I explains the data and variable construction. Section II differentiates good omitters from bad omitters and analyzes the various operating and stock return characteristics between these two groups of firms. In Section III, we examine in greater detail the leverage and debt overhang of these firms and propose that debt overhang is a key determinant of whether an omission is good or bad. Section IV concludes.
I. Data
Our data comes from the CRSP and Compustat databases for the period . Following previous work on dividends, we limit the sample to non-financial and non-utility firms paying regular dividends, i.e. any distribution recorded in the CRSP database that has share codes equal to 10 or 11, distribution codes equal to 12XY and 4-digit SIC codes not equal to 49YY or 6YY, where X is not equal to 3, 7 or 9 and Y stands for any digit. Using CRSP data on dividend payment history, a potential dividend omission is identified when a firm has not paid a dividend within 1 quarter, 6 months or 1 year from the previous payment if the firm pays quarterly, semi-annual or annual dividends respectively. In this identification, we allow for "late" payments and define a In the succeeding analysis, we require Compustat data for the three years prior and after an omission. The main variables that we obtain and construct from Compustat are the following: firm size (log of total assets), profitability (ROA, return on assets), sales growth, capital expenditures and leverage. We calculate industry-adjusted measures of these variables by subtracting the two-digit SIC industry median level of the variable.
Details of these calculations are described in the appendix.
Using daily stock return data from CRSP, we calculate cumulative abnormal returns (CAR) in the 3-day window around the omission announcement date according to Michaely, Thaler, Womack (1995) : 
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In equation 1, t=0 is the omission announcement date, r it is the daily return on stock i on day t, and r M is the daily return on the CRSP value weighted index. Seven-day CARs are calculated similarly. In the same manner, we construct holding period excess returns (or market adjusted returns) for each of the three years following the omission as follows:
where k is the number of trading days one, two or three years after the omission announcement date. This is the buy and hold return on the stock where the strategy is to buy the stock one day after the omission announcement.
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We then depict firm characteristics pre and post omission as follows: The point of origin is the fiscal year of the dividend omission announcement date, year 0. The firm's ROA in year 0 is the current ROA. L.ROA, L2.ROA and L3.ROA are the first, second, and third year lagged measures of ROA respectively with respect to year 0.
LM.ROA is the 3-year average ROA pre-omission, i.e. the mean of L.ROA, L2.ROA and L3.ROA. Similarly, F.ROA, F2.ROA and F3.ROA are the future ROA measures and 4 This is similar to Healy and Palepu (1988) and Michaely, Thaler and Womack (1995) . 5 Four observations are multiple omissions by the same firm occurring more than 10 years apart. 6 r it is the one day return from t-1 to t., hence the index starts at t=2.
FM.ROA is the 3-year average post-omission. To compare the three year averages pre and post omission we calculate DM.ROA, which is the difference between FM.ROA and LM.ROA. The other firm characteristics are defined in the same manner. Table 1b presents summary statistics for the omission sample for the seven years centered on the omission and figure 1 illustrates these trends. There is a sharp decline in ROA and sales growth in the three years leading into the omission year. In the omission year, both ROA and sales growth are at their lowest levels below the industry median.
Capital expenditures on the other hand displays a slow declining trend around the omission, suggesting that firms are scaling back their capital investments. Consistent with the findings of prior work, firms that omit paying a dividend are plagued with poor operating performance. In the three years after the omission however, we see increasing ROA and sales growth (consistent with Lie (2004)), which indicate that the omission may have been instrumental to the improvement in operating performance.
As mentioned earlier in the paper and shown in previous work, stock markets usually react negatively to announcements of dividend omissions. The mean and median 3-day CAR to dividend omission announcements in our sample are -6.66 % and -6..00 %, respectively, as shown in table 2a. The common interpretation of the negative stock market reaction is that omissions are signals of poor future performance. If this interpretation is correct, then the performance of the firm in the period following the omission should, on average, be followed by worse performance than that prior to it.
However, as we have just seen in table 1, firm performance, although still below the industry median, actually improves after the omission in terms of profitability and sales growth. 7 Table 2a and figure 2 show the holding period returns for each of the three years after the omission. The median firm's market-adjusted holding period return in the first year after omission is -13.91 %. This dismal stock return performance persists up to the third year after omission. 8 Hence why do these firms show a "turnaround" in operating performance but their stock returns do not reflect it on average?
Investigating this matter further, we look at the fraction of dividend omitters with positive and negative CARs and holding period returns. Table 2b shows that 35 % to 40 % of the omissions are associated with positive holding period market-adjusted returns.
On the other hand, only 18 % of dividend omissions have positive cumulative abnormal returns around the announcement date, indicating that the market expects worsening future performance of these firms. These numbers are intriguing and warrant further investigation. The evidence presented so far indicates that the decline in operating performance culminates in the dividend omission. After the omission, there is a substantial minority of firms for which the omission may actually be good news. The market, however, does not differentiate these firms from the rest.
II. Good and Bad Omissions
In this section, we show that not all omissions are bad news. We show that for a large fraction of omissions, (i) the performance following the omission is substantially better than that prior to it, in terms of ROA, sales growth and stock returns; and (ii) there is a resumption in dividend payments within 5 years of the omission. Then we classify those cases where there is a resumption in dividend payments within 5 years as good omissions and the rest as bad omissions. The market reaction to omission announcements, however, is similar for good and bad omissions.
II. A. What determines whether an omission is good or bad?
So far, we have seen that a substantial number of firms show an improvement in performance within the three-year period following an omission. However, a better indicator of the size and permanence of these improvements might be the actual resumption behavior of these firms. If these omitting firms believe that their performance has "turned the corner" in that their gains are concrete enough and sustainable, then they may resume paying regular dividends soon after. On the other hand, if a firm does not resume dividend payments despite an improvement in performance, this could be because it is not confident of being able to sustain the good performance. Hence, we study the resumption behavior of dividend omitters.
In table 3a, we present the fraction of omitters that resume paying dividends in each of the five years following the omission. Given that these firms were undergoing financial difficulties, it is surprising to see a steady number of firms resume dividend payments in each of these five years. Overall, 34 % of the omitters resume dividend payments within five years of the omission. This fraction of omissions that result in a dividend resumption is surprisingly high, considering that over 80% of omissions produce a negative stock price reaction. Although 50 % of the firms resume paying dividends within our sample period, in our analysis we limit the resumption window to 5 years after omission for two reasons: One, we are interested in instances where the omission is used to help turn the firm around from it's financial difficulties; and two, we expect this turnaround to occur within a reasonable time period from the omission.
In order to confirm that these resumptions are indeed the result of superior performance, we present industry-adjusted operating performance measures of the resuming and non-resuming firms in the seven years centered around the omission in table 3b and figure 3. (While the window for resumption is five years from omission, we study performance over the three years following an omission because we are interested in showing that the performance improvement of these firms begins right after the omission and that it is related to other changes taking place in the firm around the same time.) It is apparent that there is no significant difference in operating performance between resumers and non-resumers in the three years prior to omission. In the postomission period, we find that although resumers still perform below the industry median, these firms significantly outperform the non-resumers. In the year of the omission, resumers are already more profitable than non-resumers and this difference is significant.
Moreoever, in terms of ROA, resumers have already "bounced back" to industry levels by the third year after omission, while for sales growth, it took them only two years. It is also useful to look at three-year averages, and not surprisingly, we see the same patterns.
The three-year average ROA and sales growth after the omission is higher for resumers than non-resumers. Moreover, the change in average ROA and sales growth across the omission is significantly higher for resumers than non-resumers. We also want to point out that after the omission, resumers have greater capital expenditures. We will return to this observation later in the paper.
We have thus identified two groups of omitters, where one group outperforms the other in terms of ROA and sales growth in the three years after the omission. Are these differences reflected in stock returns? In table 4 and figure 4 we see that this is indeed the case. Holding period returns of resumers are significantly positive and significantly higher than for non-resumers in both means and medians. This difference is even more stark when looking at market adjust returns. Resumers continue to outperform the market in the three years post-omission. Non-resumers' holding period returns are either negative or not significantly different from zero. Hence, non-resumers at best, perform as well as the market in the three years following the omission. Thus, the stocks of resumers are actually good investments at the time of the omission, while those of nonresumers are poor investments. Accordingly, we term the former "good" omissions, and term the latter "bad" omissions.
II. B. The Market Reaction to Good and Bad Omissions
Does the stock market identify whether an omission is a good or a bad omission at the time of the omission announcement? We have already seen that 18 % of omissions have a positive announcement effect. Do these correspond to the good omissions? To check this, in table 4, we present the mean and median 3-day announcement effects (CAR) of good and bad omissions. Two main points may be noted: first, there is no significant difference in the announcement effects for good and bad omissions; second, good omissions have a significantly negative announcement effect. Thus, markets do not seem to be able to distinguish between good and bad omissions at the time of their announcement, i.e. they treat both as equally bad news.
Before exploring the reasons for this, we first need to ensure that the similarity in average announcement effects does not mask an actual difference in the marginal effect between good and bad omissions. We do this below.
II. B. 1 Dividend History
One possible explanation for the similarity in announcement effects between the two groups is that the omission is more of a surprise in the case of good omissions. It is possible that the marginal reaction is indeed higher for bad omissions than for good, but the average size of the reaction in the former case is smaller because the surprise element is smaller. The reason for the lack of surprise could be that bad omissions are generally preceded by several dividend cuts (De Angelo, De Angelo, Skinner (1990 , 1992 and Benartzi, S, Michaely, R, Thaler, R (1997)) that signal a gradual deterioration in performance or that the change in dividend yield caused by a bad omission is smaller than that caused by a good omission. Thus, in this section we examine whether the similarity in announcement effects for good and bad omissions remains once we control for past dividend history.
In table 5a, we calculate the following dividend history variables: 1) pre-omission dividend yield = last dividend prior to omission divided by the stock price ten days prior to the omission announcement date, 9 2) number of dividend cuts = the number of times the dividend was cut in the three years prior to the omission 10 , and 3) change in the last
where j is the dividend payment period immediately preceding the omission. As the table shows, the mean and median pre-omission dividend yields of resumers are higher by about 0.2 %, indicating a larger loss for investors of this cohort of firms. This difference is significant, although its magnitude is not that large. On the other hand, the number of dividend cuts in the three-year period prior to the omission is not significantly different between the two groups, nor is the change in the last dividend prior to the omission. We also present Baker and Wurgler's (2004) dividend premium in the year of the omission to examine whether dividend omissions are instances of firms catering to shifts in investor preferences (i.e., market sentiment) for dividend paying stocks.
11 Surprisingly, we see that at the time of omission, the premium is significantly higher for resumers. This suggests that resumers omitted dividends when the penalty for doing so was higher, compared to non-resumers. Thus the timing of the omission might be an indication of whether the firm is a good or a bad omitter. We return to this issue in section III.
We then perform a multivariate analysis by regressing the 3-day cumulative abnormal return around the omission against a dummy variable for resumers, the preomission dividend yield, the number of dividend cuts prior to the omission, the change in the last dividend prior to omission and the dividend premium. These regressions are presented in table 5b. The coefficient on the dividend yield prior to omission is negative and the coefficient on the number of dividend cuts prior to omission is positive, and these are significant at the 5 % and 10 % levels respectively. As expected, these results suggest that the element of surprise was greater (a more negative CAR) for firms that were paying higher dividends and for firms that had a fewer number of dividends cuts prior to the omission. In addition, the coefficient on the dividend premium is negative and significant, indicating that the market penalizes firms for omitting when the dividend premium is high. Moreover, if the good omissions in our sample were simply instances of catering to market sentiment, then they would have positive announcement effects, rather than the negative effects that we have documented.
The coefficient on the dummy variable for good omissions is positive, but not significant. Thus, the similarity in abnormal returns between good and bad omissions remains even after controlling for the size of the surprise element in each case. These results indicate that even after controlling for a firm's dividend history, the market does not distinguish good omissions from bad omission.
II. B. 2. Similarity in pre-omission characteristics
We have so far established that the similarity in announcement effects of good and bad omissions is indeed an indication that the market does not identify whether an omission is good or bad at the time of the omission. One reason why the markets does not distinguish between good and bad omissions is because there is no apparent significant difference in characteristics between the two types of firms leading into the omission. We have already seen that good and bad omission firms do not differ by much in terms of their dividend history. Looking back at table 3b, we see that in terms of operating performance, there is no significant difference between these two groups prior to the omission. The profitability (ROA) of both categories of firms declines substantially in the years leading up to the omission. Similar patterns are observed for the sales growth rate. However, there is no substantial difference between good and bad omitters in terms of these characteristics in any of the pre-omission years. Only in the year of omission do we observe a significantly higher industry adjusted profitability for good omitters 12 . As for capital expenditures, while the mean and median levels are higher for good omitters, it is only in the third year prior to the omission that we observe this to be significantly higher than for bad omitters. When we look at the average levels of these variables over the pre-omission period, we again see that there is no significant difference in industry adjusted pre-omission profitability or growth rate. However, the two groups do differ in terms of capital expenditures -good omitters spend significantly more on capital expenditures than bad omitters (relative to their respective industry levels). Thus, while market participants may have been unable to distinguish between the two types of firms based on the most commonly followed characteristics, namely, growth and profitability, 12 Although the ROA of good omitters is still below industry levels.
they might have been able to do so at least partially through a less "visible" indicator, namely, capital expenditures.
III. Leverage and Debt Overhang
While the difference in capital expenditures between good and bad omitters may explain their subsequent divergence in performance, it is important to examine why the difference arises in the first place. In the corporate finance literature, there is a large body of work on the link between the capital structure and capital expenditure. Particularly relevant to our study, which deals with low profitability firms, is the work on the debt overhang and its impact on capital expenditures. Myers (1977) , for example, argues that a large debt overhang could cause a firm to underinvest, i.e., to forgo positive net present value projects, by damaging its ability to raise funds to finance them. Lang, Ofek and Stulz (1996) show that leverage negatively affects growth for firms with low growth opportunities. Hennessy (2004) demonstrates that the underinvestment problem is more severe for long-lived assets and that the debt overhang has a negative effect on investment regardless of the ability of the firm to raise fresh secured debt. These papers suggest that one reason that good omission firms may be able to invest more prior to the omission might be that they suffer less from a debt overhang problem.
More importantly, debt overhang theories suggest that capital expenditure is affected not by raw leverage, but by excess leverage, which is the difference between the actual leverage of a firm and its debt capacity. For example, firms with a lot of tangible assets, which are more easily collateralized, may have a higher debt capacity than firms whose assets are less tangible. Therefore, the former set of firms would be able to maintain higher debt ratios without suffering from a debt overhang problem than the latter. This implies that the proper measure of leverage for the purpose of explaining differences in capital expenditure is one that is adjusted for the debt capacity of a firm.
While the industry median leverage might be able to partially capture the debt capacity of a firm, it does not take into account within-industry variations in asset tangibility, profitability, etc., which are all factors affecting an individual firm's ability to access external finance to fund projects. A better measure of the debt overhang would explicitly take these firm-specific factors into account. We turn to this below.
III. A. Measurement of Debt Overhang
Kayhan and Titman (2004), in their study of the factors determining the capital structure of a firm, estimate the "target leverage" of a firm based on proxies for the costs and benefits of debt. They examine whether firms adjust their capital structure over time so as to move closer to their target leverage. While the context of their study is different from ours, they define a "leverage deficit" variable as the difference between a firm's actual leverage and target leverage. This measure may be seen to be identical to the debt overhang once it is recognized that the target leverage is a measure of a firm's optimal debt capacity. Accordingly, we follow Kayhan and Titman's technique for estimating the target leverage or debt capacity of a firm, and use the estimated debt capacity to measure the debt overhang.
In the trade off theory of optimal capital structure (Modigliani and Miller (1958) ), the costs of debt, such as bankruptcy and distress costs, are weighed against its benefits, such as interest tax shields and the reduction in agency costs associated with free cash flow. The pecking order theory (Myers (1984) and Myers and Maljuf (1984) ), on the other hand, emphasizes the costs of informational asymmetry between firm insiders and outsiders, and suggests that internal cash flows, which are least subject to these costs, are likely to be a firm's most preferred form of financing, followed by debt, and finally, by external equity financing. Based on these theories, the main variables that have been used to explain capital structure (i.e., optimal leverage) in empirical work (e.g. Titman and Wessels, 1988; Rajan and Zingales, 1995; Baker and Wurgler, 2002; Kayhan and Titman, 2004 ) are profitability, asset tangibility, firm size and growth opportunities. Profitability may be positively associated with leverage if the agency costs of free cash flow are important. However, the pecking order theory predicts that profitability will be negatively related to leverage. Asset tangibility is likely to increase a firm's debt capacity, since tangible assets are more easily collateralized and are less likely than intangible assets to lose value in a distress sale. Firm size may be positively associated with leverage if larger firms are more diversified and face a smaller risk of bankruptcy than smaller firms.
However, since larger firms may also be able to tap external equity markets more easily, the pecking order theory suggests that size and leverage may be negatively related.
Growth opportunities are likely to be negatively related to leverage under the pecking order theory.
We follow the literature in deriving proxies for these explanatory variables. We measure firm size by the natural logarithm of total sales (SIZE). Profitability is the return on assets (ROA), calculated as the ratio of the operating income before interest and depreciation (OIBD) to total assets 13 . Growth opportunities is proxied by the ratio of market value to book value of assets (MTB). The market value of assets is calculated as (Book value of assets -Book Value of equity + Market value of equity). Asset tangibility is measured as the ratio of property, plant and equipment to total earnings (PPE).
Following Kayhan and Titman (2004), we also include the ratio of research and development expenses to sales (R&D), an R&D missing dummy variable that equals 1 if the compustat R&D variable is not missing, and the ratio of selling expenses to sales (SE)
as additional (inverse) proxies for asset tangibility.
As in Kayhan and Titman (2004) , we estimate a firm's debt capacity as the predicted value from the following Tobit regression:
where L t is the actual book leverage, measured as the ratio of total debt to total assets. We also look at market leverage, measured as the ratio of total debt to market value of assets.
The sample for this regression includes all firm-year observations from Compustat (1962 Compustat ( -2001 excluding the omission sample observations in the seven year window centered on the omission year. The exclusion of the omission window observations from the prediction regression ensures that the debt capacity of a firm is estimated using "normal" 
III. B. Debt Overhang of Good and Bad Omitters
In table 6 and figure 5, we compare the debt overhang of the two groups of omitters in the seven year window centered on the omission year. We use two measures of debt overhang, namely, industry-adjusted book leverage and the (book) leverage gap.
14 Positive values indicate the firm is at a leverage ratio above its debt capacity and is more likely to suffer from debt overhang problems. The industry-adjusted leverage of good omitters is not significantly different from zero, except for the year of omission. In contrast, the industry-adjusted leverage of bad omitters is significantly positive in the year of omission and in the three years post-omission. In looking at trends, we see that the leverage of both good and bad omitters increases towards the omission. However, there is no significant difference in mean or median book leverage between the two groups in the pre-omission period. (It is possible that this similarity in book leverage was one more factor responsible for the similarity in market reaction to both types of omission announcements.) In the year of omission and the succeeding three years, the difference in leverage between the two widens and is significant. Bad omitters remain significantly more levered in the three years post-omission. Good omitters are able to reduce their leverage to below their omission year levels.
We see a similar, and even more compelling pattern for the leverage gap. For good omitters, it is not significantly different from zero in any of the seven years around the omission, although it peaks in the year of omission. The leverage gap of bad omitters is significantly positive in the year prior to the omission, the year of the omission and in 14 We use book leverage rather than market leverage in our main analysis since market leverage may be affected by short term fluctuations in the market price of a firm's stock. However, our results are mostly similar when we replace book leverage with market leverage.
the three succeeding years. The leverage gap is increasing towards the omission but is not significantly different for both groups. In the year of omission and subsequent to the omission, the leverage gap of bad omitters continues to be high, while that of good omitters remains negligible.
Thus, good and bad omitters differ in both the level of, and the trend in debt overhang. We find that not only do good omitters have relatively low levels of debt overhang, but they also take steps to reduce their debt overhang around the time of the omission. Good omitters move away from the "brink" after the omission, while bad omitters continue to be financially constrained even after the omission.
III. C. Logit Regressions
So far, we have shown that profitability and debt overhang seem to be key characteristics that sets good omitters apart from the bad omitters in the year of the omission. In this section we try to predict which firms are the good omitters based on their operating and financial characteristics. We perform logit regressions of the type of omission (good or bad) on key explanatory variables namely, size, profitability (ROA), sales growth, capital expenditure and debt overhang. These regressions are shown in table 7. The dependent variable equals 1 if the firm is a good omitter (resumer) and is zero if a bad omitter (non-resumer). We estimate the logit regression in the year of omission, hence the explanatory variables are measured at the end of the omission year. Strictly speaking, they are measured after the omission has taken place. Consistent with our previous results, roa and debt overhang are significant determinants of whether an omission is good or bad. The coefficient on ROA is positive indicating the good omitters are more profitable at the time of omission while the coefficient on debt overhang is negative, i.e. good omitters are firms with smaller debt overhang.
In columns 3 and 4 of table 7 we include Baker and Wurgler's dividend premium in the year of omission as an additional explanatory variable. The coefficient on the dividend premium is positive and significant, i.e. good omissions were more likely to occur when the dividend premium was higher. Recall from table 5b that firms that omit when the premium is high are penalized by investors with a more negative abnormal return. Thus good omitters decide to omit even when the penalty for doing so is high.
We posit that a good omitter is a firm that recognizes the urgency of taking the "bitter medicine," that is the omission, in order to heal itself of its operating and financial malaise.
III. D. Why are some omitters good and others bad?
We have shown the importance of strong fundamentals (higher profitability and negligible debt overhang) as an indicator of whether a dividend omission is good news or bad news at the time of the omission. Bad omitters have high levels of debt overhang that persists after the omission. This persistence of debt overhang results in lower capital expenditures and continued poor performance. Good omitters meanwhile utilize the cash saved by the omission to reduce their (already low) overhang. Further boosted by improving profitability, good omitters eventually resume regular dividend payments. We also propose that good omitters recognize the urgency of the omission in order to turn the firm around.
Why then do some firms take immediate steps to improve their performance while others continue with high levels of debt and its negative consequences for the firm? One possible explanation is the introduction of new management. If new management is brought in to turn the firm around, does this result in good omissions? As a final exercise, we looked at whether top management changes during or after the omission year can predict good omissions. For all the firms in our omission sample, we collected the names of the top executives (CEO, President and Chairman) from the Moody's Industrial Manuals for the three years centered around the omission year (t=-1, 0, +1). We created a new management dummy variable that equals 1 if any one of the top executives of the omitting firm was replaced in t=0 or t=+1 and included it in the logit regressions above.
However, we did not find evidence to support this new management hypothesis.
Moreover, there is no significant difference in the number of top management changes between good omitters and bad omitters. 15 We do not explore this issue further in this paper, but this is an important topic for future research.
IV. Conclusion
In this paper, we show that nearly 35 % of dividend omissions are actually good news, signaling a turnaround in the fortunes of the omitting firms after a period of poor performance. The turnaround in performance frequently results in a resumption in dividend payments within five years of the omission. At the announcement of the omission however, the market reaction is similar for good and bad omissions, indicating that investors do not separately identify the two. We find two key determinants of whether an omission is good or bad. First, we find that good omitters have stronger fundamentals at the time of omission -they have higher profitability and lower levels of debt overhang. These results suggest good omitters utilize the cash saved by the omission to reduce their (already low) overhang while bad omitters have persistent debt overhang and continue to perform poorly after the omission. Second, we find that an omission is more likely to be good if it occurred when market sentiment for dividend paying firms was high, i.e. the firm was penalized by the market more heavily as a consequence of the dividend omission. We posit that a good omitter is a firm that recognizes the urgency of taking the "bitter medicine" in order to heal itself of its operating and financial malaise. 15 These results are not reported to conserve space but they are available from the authors upon request.
Appendix Variable Definitions (CRSP-COMPUSTAT Merged Database)
Total Assets = data6 ROA = data13/data6 (where data13 = operating income before depreciation) Sales Growth= (data12 -L.data12)/L.data12 Capital expenditure Ratio = data128/data6 Cash Ratio = data1/data6 Book debt = data181+data10-data35-data79 (total liabilities + preferred stock -deferred taxesconvertible debt) Book equity = data6 -book debt Market equity = data25*data199 (shares outstanding*fiscal year end share price) Market to Book ratio = (data6-book equity + market equity)/data6 Book Leverage = book debt/data6 Market Leverage = book debt/(data6-book equity + market equity) R&D/Sales = data46/data12 Selling Expense/Sales = data189/data12 L is the lag operator. When data199 is missing, we replace it with the fiscal year end closing price obtained from CRSP. All variables except leverage are winsorized at the 1 % tails. The tobit regressions (Table A1) 1) Lx = xth Lagged Value, Fx = xth Future Value, where x=1,2,3,4, L1=L, F1=F and t=0 is the omission year.
2) Industry Adj. -industry median adjusted by substracting the 2-digit SIC median value 3) + Significantly different from zero at the 10 % level or better using the t-test for means and Wilcoxon (signed-rank) test for medians. 1) Holding period returns are calculated from the omission announcement date (t=0).
2) Excess (market-adjusted) returns are calculated by substracting the CRSP value-weighted index return over the same period.
3) Cumulative abnormal returns are market-adjusted returns measured over the 3-day period centered on the omission announcement date.
4) The smaller sample size is due to missing data.
5) + Significantly different from zero at the 10 % level or better using the t-test for means and Wilcoxon (signed-rank) test for medians. 6) 1 The percentage is based on the total number of observations for each variable taken from table 2a. 
Years after Omission
Raw Returns Excess Returns 1) Resumers are firms that resumed within 5 years of the omission. Non-resumers are firms the never resumed as of 2001 or resumed after 5 years from omission.
2) Lx = xth Lagged Value, Fx = xth Future Value, where x=1,2,3,4, L1=L, F1=F and t=0 is the omission year.
3) Industry Adj. 1) Resumers are firms that resumed within 5 years of the omission. Non-resumers are firms the never resumed as of 2001 or resumed after 5 years from omission.
2) Holding period returns are calculated from the omission announcement date (t=0).
3) Excess (market-adjusted) returns are calculated by substracting the CRSP value-weighted index return over the same period.
4) Cumulative abnormal returns are market-adjusted returns measured over the 3-day period centered on the omission announcement date.
5) + Significantly different from zero at the 10 % level or better using the t-test for means and Wilcoxon (signed-rank) test for medians.
6) * At least 10 % significance, t-test of equality of means and z-statistic of two sample Wilcoxon ranksum test. 3) + Significantly different from zero at the 10 % level or better using the t-test for means and Wilcoxon (signed-rank) test for medians.
Resumer (R)
4) * At least 10 % significance, t-test of equality of means and z-statistic of two sample Wilcoxon ranksum test.
5) The Dividend Premium is derived from Baker and Wurgler (2004a) and is the log difference in the market to book ratios of dividend payers and non-payers.
Non-resumer (NR) 1) Estimation is by OLS with bootstrapped standard errors (500 repetitions) adjusted to allow for correlation within the two-digit SIC industry group.
2) P values in parentheses calculated from bootstrapped standard errors (500 repetitions) adjusted to allow for correlation within the two-digit SIC industry group. + significant at 10%; * significant at 5%; ** significant at 1%
3) Resumers are firms that resumed within 5 years of the omission. Non-resumers are firms the never resumed as of 2001 or resumed after 5 years from omis 4) 1 Div/P where P is the price 10 days before the omission. 2 Weighted by the frequency of dividend payment. 1) Resumers are firms that resumed within 5 years of the omission. Non-resumers are firms the never resumed as of 2001 or resumed after 5 years from omission.
2) Book leverage gap is the difference between actual book leverage and target leverage according to Kayhan and Titman (2004) .
3) Lx = xth Lagged Value, Fx = xth Future Value, where x=1,2,3,4, L1=L, F1=F and t=0 is the omission year.
4) Industry Adj. -industry median adjusted by substracting the 2-digit SIC median value 5) LM = lagged 3 year average of L, L2 and L3, DM=FM-LM where FM is the future 3 year average of F, F2 and F3 6) + Significantly different from zero at the 10 % level or better using the t-test for means and Wilcoxon (signed-rank) test for medians.
7) * At least 10 % significance, t-test of equality of means and z-statistic of two sample Wilcoxon ranksum test.
8) In the year of omission, the number of observations for resumers and non-resumers is 138 and 277 respectively for book leverage gap.
This smaller sample size is due to missing data needed in the calculation of the leverage gap. 1) Dependent variable = 1 if resumer and = 0 if non-resumer. Resumers are firms that resumed within 5 years of the omission.
Non-resumers are firms the never resumed as of 2001 or resumed after 5 years from omission.
2) Industry Adj. -industry median adjusted by substracting the 2-digit SIC median value 3) Book leverage gap is the difference between actual book leverage and target leverage according to Kayhan and Titman (2004) .
The smaller sample size is due to missing data needed in the calculation of the leverage gap.
4) P values in parentheses calculated from bootstrapped standard errors (500 repetitions) adjusted to allow for correlation within the two-digit SIC industr + significant at 10%; * significant at 5%; ** significant at 1%
5) The Dividend Premium is derived from Baker and Wurgler (2004a) and is the log difference in the market to book ratios of dividend payers and non-p 6) Results for market leverage are similar to the results for book leverage. Robustness checks include as additional explanantory variables the ratio of cash balance to total asset and the market to book ratio. 1) Robust p values in parentheses, + significant at 10%; * significant at 5%; ** significant at 1%
2) L = Lagged value 3) Estimation includes industry (2-digit SIC) and year fixed effects.
4) The estimation sample excludes the omission firms during the 7 year omission window (7 years centered around the omission) and firm-year observations with book leverage greater than one.
5) The R&D Dummy variable equals 1 if R&D is non-missing.
Dependent Variable

